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AVOIDING THE DIP

Investors are concerned that a yield curve inversion
signals an upcoming recession. While this is a valid
concern, it should be confirmed by other signs like
deteriorating credit conditions. As shown below, high
yield spreads haven’t shown the deterioration they did
during prior pre-recessionary periods. Leading economic
indicators have been slowing since late 2017, with much
of the weakness concentrated in manufacturing. The
service sector, a much larger part of most developed
economies, has held up reasonably well. The weakness
in manufacturing has coincided with the ramp-up of the
trade wars, and is unlikely to reverse course soon. We
should, however, reach some level of stability as global
trade resets to a new level. We currently consider the
potential for a trade armistice to be an upside risk to the
markets, as it would positively surprise investors who
have settled in for a drawn-out fight.

Recent months have seen central bankers start to pivot
towards easier policy, including the European Central
Bank (ECB) at its June meeting. In response to slow
growth and low inflation, we expect it to restart
quantitative easing measures later this year and this
expectation has led to a drop in European interest rates.
We also think the recent leadership announcements for
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the ECB, European Council and European Commission
bolster the case for pro-European Union policies in the
coming year. The Federal Reserve has taken a further
dovish turn, supporting market expectations of a near-
term rate cut (or cuts). Historically, this has been
supportive of equity prices, especially in non-recessionary
periods. Other central banks are likely to follow the lead
of the Fed and the ECB in coming quarters.

We have three primary themes in our current tactical
asset allocation policy. Firstly, we favor U.S. equities over
emerging markets as they are less vulnerable to trade
risks. In fact, this month we further increased our U.S.
equity position by reducing our position in investment-
grade bonds. Secondly, we favor interest-rate-sensitive
real assets such as global real estate and global listed
infrastructure as they are benefitting from the new, lower
interest rate environment. Finally, we continue to like the
downside mitigation and upside participation embedded
in high-yield bonds. While there are always plenty of
concerns on the horizon, we still think risk-taking will be
rewarded over the next year.

Credit spreads are not deteriorating like they did before the last two recessions.
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Source: Northern Trust Global Asset Allocation, Bloomberg, Federal Reserve Bank of St. Louis. The yield curve is measured by the spread between the 10-year and

2-year Treasury yield. Monthly data: 12/31/1992 — 6/30/2019.
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Interest Rates

Negative interest rates are back in a big way, with the
universe of negative-yielding bonds now over $13 trillion.
Japanese and German 10-year bond yields remain solidly in
negative territory, while French 10-year government bond
yields also recently went below zero. Perhaps more
amazingly, the Greek government is now able to borrow at
about the same rate as the U.S. government: As of July 11,
the Greek 10-year yielded 2.3% vs. the U.S. at 2.1%. This is
remarkable given where we were four years ago, when
Greece 10-year debt was briefly yielding over 19% (vs. the
U.S. at 2.2%).

Driving global rates lower is the combination of slow economic
growth and the new easing cycle now upon us. The Fed will
take the lead, with a rate cut this month now a certainty and
more cuts likely after that (we expect a total of three rate cuts
in 2019). The European Central Bank also looks set to lower
rates and will likely resume bond purchases. The Bank of
Japan and Bank of England — among other central banks —
will likely follow. We expect interest rates to continue their
downward trend and are positioning portfolios with a neutral-
to-long duration profile.

CAN THIS BE RIGHT?
Greece now pays about the same interest rate as the U.S.
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Source: Northern Trust Global Asset Allocation, Bloomberg.
Data from 7/31/2014 through 7/10/2019.

o Interest rates are falling around the world.
e Low inflation and easy monetary policy will keep rates low.

e Our portfolios are neutral-to-long duration in this environment.

Credit Markets

The high-yield market is supported by a supply shortage. In
fact, as seen in the chart, we are on pace to pass the record
supply shortfall of 2018. What exactly is supply shortfall (or
surplus)? Simply put, it's the difference between natural
supply and natural demand. Supply changes are a result of
gross new issuance and the mix of “fallen angels” (companies
that have moved out of investment grade and into high yield)
and “rising stars” (the opposite). Demand changes are driven
by such things as corporate actions, maturing bonds, coupon-
reinvestment and mutual fund flows.

Substantial inflows and rising star activity are driving 2019’s
significant supply shortfall. This shortfall results in valuation
support as managers must invest capital in order to maintain
neutral cash balances. Capital market activity has also
improved, driven by the fall in U.S. Treasury rates. Gross new
issuance is higher than 2018; however, it is still lower than
previous years. Meanwhile, after an outflow in May, high-yield
fund flows moved higher in June as central banks provided
dovish commentary and the search for yield resumed. This
strong technical environment is complemented by continued
solid fundamentals (default rates are low and interest
coverage ratios are high) — driving our 5.8% return forecast.
We view this as attractive in the context of lower expected
equity returns and reiterate our material high yield overweight.

SHORT ON SUPPLY
High yield supply is not meeting investor demand.
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Source: Northern Trust Global Asset Allocation, JP Morgan.

e Technicals (supply/demand) are extremely favorable right now.
¢ Fundamentals remain solid, with continued low default rates.

¢ We maintain our material overweight to high yield.
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Equities

Global equities moved higher over the past month, led by U.S.
equities hitting new highs. The U.S.-China trade ceasefire and
increased expectations for Fed rate cuts have provided a
positive backdrop for market sentiment. With only modest
earnings growth in 2019, nearly all of the gains in the market
this year have come from valuation expansion — not higher
profits. Yet, for the most part, this year’'s material expansion of
valuations regains only what was lost in the 2018 decline.

We anticipate “cautious optimism” coming out of second-
quarter earnings reports, reflecting decent (still positive)
underlying economic growth, tempered by uncertainty
regarding the first and second-order trade conflict impacts.
The chart reviews the building blocks of 2019 earnings-per-
share growth vs. 2018. Revenue growth has slowed, but the
bigger impacts have come from the loss of tax reform benefits
and slightly lower margins due to higher labor and other input
costs (e.g., tariffs). Overall, we expect valuation pressures
from subdued growth to be offset by the benefits of the lower
rate environment. We remain constructive on U.S. equities
and underweight emerging market equities with China — and
other emerging market countries — still in the crosshairs.

REVENUE GROWTH CONTINUES, BUT...
Fading tax reform benefits and lower margins are hurting earnings.
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e Some reduction in U.S.-China tensions will support sentiment.

¢ Confirmation of Fed rate cuts will support valuations.

¢ We are overweight equities, preferring U.S. companies.

Real Assets

Generally, we confine our interest rate commentary to the
interest rate section — but our current overweight to interest-
rate-sensitive global real estate and listed infrastructure
warrants further discussion of our outlook. The strong June
jobs report and a slightly higher-than-expected inflation report
have pushed interest rates higher recently. Specifically, after
falling for most of this year, the U.S. 10-year Treasury yield has
moved from a low of 1.95% to 2.13% in a fairly short span of
time. We don’t think this upward march will continue. The
strong June jobs report followed a weak May jobs report, and
the three month moving average (used to smooth the monthly
data) remains below the Trump administration’s average
monthly job creation (see chart). Similarly, the slightly higher-
than-expected inflation reading is in the context of a downward
trend. Year-over-year wage growth is moderating and longer-
term inflation expectations are still below the Fed’s inflation
target.

We expect interest rates globally to remain capped, with an
expectation that the 10-year U.S. Treasury yield will move back
towards 2%. Continued low rates will push more investors to
seek yield alternatives; the 4.0% yields on global real estate
and listed infrastructure look very attractive in this environment.
Our global policy modal remains overweight to both, with a
strategic allocation to natural resources.

DON’T GET TOO EXCITED

Even after a spike in June, U.S. jobs added are trending lower.
— .S. jobs added - 3 mo moving average
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Source: Northern Trust Global Asset Allocation, Bloomberg. Data through 6/30/2019.

¢ |Interest rates will remain subdued over our tactical horizon.
e The search for yield will support “cash flow” asset classes.

¢ We remain overweight global real estate and infrastructure.
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BASE CASE

Global Growth Pressures Interest Rate Relief Valve

President Trump’s reenergized assertiveness on Political impacts on fundamentals will be partially

trade has taken some shine off the ‘Goldilocks’ diffused through continued low rates, enabled by
economy. We believe global growth, while positive, stuckflation and central banks (importantly the Fed)

will modestly disappoint expectations. We are begrudgingly accepting the bond market's message. As
concentrating on “lower risk” risk assets such as a result, we have overweights to interest-rate sensitive
U.S. high yield and U.S. equities. assets (global real estate and listed infrastructure).

RISK CASES

Subdued inflation has been a key driver of The Trump-Xi G20 meeting resulted in a temporary
favorable risk asset returns over the last few cease fire, moving this risk case closer to “actual”
years; an unexpected jump in cyclical inflation case. Our base case still calls for trade tensions,
would put at risk the Interest Rate Relief Valve leaving a true (prolonged) armistice as an upside risk.

base case above.

INVESTMENT PROCESS

The asset allocation process develops both long-term (strategic) and shorter-term (tactical)
recommendations. The strategic returns are developed using five-year risk, return and correlation
projections to generate the highest expected return for a given level of risk. The objective of the tactical
recommendations is to highlight investment opportunities during the next 12 months where the Investment
Policy Committee sees either increased opportunity or risk.

The asset allocation recommendations are developed through the Tactical Asset Allocation, Capital
Markets Assumptions and Investment Policy Committees. ViewPoints reflects data as of 7/15/19.

Investment and insurance products:

Are not FDIC Insured | May Lose Value | Are Not Bank Guaranteed | Are Not Deposits | Are Not
Guaranteed by Any Federal Government Entity | Are Not a Condition to Any Banking Service or
Activity
Nicolet Wealth Management is a brand name that refers to Nicolet National Bank and certain of its
departments and affiliates that provide investment advisory, trust, retirement planning and insurance
services.

Nicolet Advisory Services, LLC, is an investment adviser, registered with the U.S. Securities and Exchange
Commission, and an affiliate of Nicolet National Bank. Nicolet Advisory Services, LLC recommends the
brokerage and custodial services of TD Ameritrade, Inc., member FINRA/SIPC. TD Ameritrade is not
affiliated in any way with Nicolet National Bank or its affiliated companies.

Trust services are offered through Nicolet National Bank, a national bank with trust powers. Trust services
utilizes SEI Private Trust Company (SPTC) as its custody provider. SPTC is not affiliated in any way with
Nicolet National Bank or its affiliated companies.

Past market activity is not indicative of future results, and changes in any assumptions may have a material
effect on projected outcomes. Investing in securities entails risk, and the potential for losing money always

exists when investing in securities. Asset allocation, rebalancing, and asset diversification will not ensure Powered by
account protection in a declining market, and cannot be relied upon to enhance gains in a rising market. 'IQ.F NORTHERN
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